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By Peter S. Fisher, Victor Elias and Jeremy Varner

The State of lowa has experienced severe revenue shortfalls every year since fiscal 2001, creating
budget problems that have impacted lowa’s local governments as well as state government. The
capacity of lowa’s 99 counties and 949 towns and cities to provide basic local public services —
police and fire protection, parks and recreation, planning and zoning, street and secondary road
maintenance, and public health services — has been compromised. Cities and counties have been
forced to lay off workers and increase service fees. They have spent down fund balances and
increased property tax levies, in many instances to the maximum levy allowed by law.

One of the reasons that local governments have struggled is that the State of lowa has passed
them its own financial problems. The state has cut support for local governments by 42 percent —
or $119 million — since FYO01. The financial troubles of cities and counties were compounded by
another problem: sluggish growth in the property tax base. Total non-TIF valuation rose just 6.5
percent between FY01 and FY05 (1.6 percent per year), while inflation in the cost of state and local
government services was 9.4 percent (2.3 percent per year). With a stagnant tax base, rising
costs, and reduced revenue from the state, many cities and counties increased property tax rates
to maintain services. Between FY01 and FY05, the number of counties that had reached or ex-
ceeded their general fund levy limit increased from 70 to 97, and the percent of cities at the general
fund limit rose from 71 percent to 78 percent. Seventeen counties now exercise their authority to
exceed levy limits due to unusual circumstances, while only one county did so in FYO1.

The spiraling cost of heath insurance has increased the cost of doing business for all employers,
and local governments are no exception. From FY01 to FY04, the cost for county health insurance
premiums increased by 78.4 percent. With general fund levies constrained, cities and counties
turned to special levies to finance the rapidly increasing cost of health insurance. While other city
property tax rates changed very little between FY01 and FYQ5, the average tax rate for employee
benefits grew 32 percent. Meanwhile, the number of counties using the general supplemental levy
rose from 72 to 92. On average, about three-fourths of the increase in overall city property tax
rates is attributable to employee benefit levies.

More cities and counties have adopted local option sales taxes. This has not solved the financial
problems facing local governments. Sales tax revenue has grown much more slowly than property
taxes over the past four years. The local option sales tax, like the state tax, suffers from an eroding
base due to the rising share of untaxed services and the shift to untaxed internet sales.

The Property Tax Base

Real property (land and buildings) remains the principal tax base for local governments in lowa,
despite the growth in local option sales taxes. While population and income growth drives
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increased demands for city and county services, and more revenue is needed to keep up with
higher costs, the property tax base has not generally grown proportionately. This is primarily due to
the state system of rollbacks, which has had the effect of reducing residential valuation to less
than half its market value, and to the system of agricultural valuation (based on productivity rather
than market value).

Overall gross taxable valuation in the state increased 8.3 percent between FY01 and FY05. Resi-
dential taxable value increased 16.4 percent over this period despite the rollback, and commercial
and industrial property value grew almost 28 percent. Other classes of property — primarily agri-
cultural land and buildings, and utility property — decreased. The fastest growing component of
gross valuation was Tax Increment Financing (TIF) valuation, which grew in part because of the
creation and expansion of TIF areas. TIF valuation grew by almost 50 percent over the four-year
period (though it still accounted for just 5.7 percent of total value). Much of TIF valuation is dedi-
cated to economic development or rebated to the property owner. Non-TIF valuation, which is a
better measure of the tax base available to local governments to fund general city and county
services, grew more slowly than total gross valuation — just 1.6 percent per year. The growth in
total non-TIF valuation — 6.5 percent for the four years — is well below the rate of inflation as
measured by the federal government’s index for the cost of state and local government purchases,
which increased 9.4 percent over that four-year period.

Combined with the tax rate limits,
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Property Tax Replacement Funds

All local governments, including cities, counties, school districts and community colleges, rely to a
significant extent on state property tax replacement funds as a source of revenue. These replace-
ment funds represent state revenue provided to local governments to compensate them for the
state eliminating a local source of revenue (such as the property tax on machinery and equipment,
livestock, or personal property) or to compensate for state mandated property tax breaks (home-
stead credit, military credit, and elderly and disabled credit). In FY01 these property tax replacement
funds accounted for $280 million in revenue to all of lowa’s local governments. By FY05 these re-
placement funds from the state had been reduced by 42.4 percent to $161 million, a loss of $119
million in revenues to lowa’s local governments. By FY05, the only remaining property tax replace-
ment money provided to local governments was to compensate for state-mandated property tax
breaks. The state addressed its revenue shortfalls by transferring the problem to local governments.
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City Revenues

One measure of the stress that the fiscal crisis has put on city governments is the actions that
cities have taken to raise additional revenue. In lowa, the property tax levy used to support the bulk
of services, which are financed out of the city’s “general fund,” is effectively limited to $8.37 per
thousand dollars of assessed valuation (the general fund levy of $8.10 plus the 27-cent emergency
levy). In FYO1, 71 percent of lowa municipalities were at the $8.10 limit, and 23 percent also levied
all, or nearly all, of the allowable emergency levy. By fiscal year 2005, those proportions had in-
creased; 78 percent of cities are now at the $8.10 limit, and 31 percent use at least 90 percent of

the emergency levy.

Most cities have had little room to raise tax rates to offset the declining real per capita tax base,
since most have been at the general fund levy limit for some time and many are using the entire
emergency levy as well. Still, average property tax rates increased 6.2 percent from FY01 through
FY05. However, 78 percent of that increase was attributable to the employee benefits levies, which
are not subject to limit. These levies fund health insurance coverage and pension fund contribu-
tions. The City of Guttenberg, for example, has experienced increases in health insurance costs of
12 percent to 14 percent every year for the past several years, and has had to increase employee
contributions, in addition to raising the property tax rate, to pay for these increases. Employee
benefit costs have increased in Council Bluffs by 24 percent to 35 percent each of the past four
years. Other cities have also passed on part of the cost increase to employees in the past two
years: Cedar Rapids and Mason City are two examples. On average for all cities, the employee
benefits levy was raised almost 32 percent over the past four years. General levy rates, in contrast,
increased only 2.3 percent over this period.

Despite an increase in the number of cities employing the local option sales tax, budgeted real per
capita local option tax revenue increased just 3 percent from 2001 to 2005 for all cities. Among
lowa’s 34 largest cities, local option tax revenue actually grew more slowly than the cost of produc-
ing services, so that actual real per capita revenues declined from FY01 to FY03, and were ex-
pected to decline further in the next two years. These trends reflect two factors: (1) the long-term
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for the lost revenue. In percentage terms, the largest revenue growth was in fees, which increased
41 percent per person from FY01 to FY05. The City of Des Moines, for example, raised every one
of the nearly 50 fees it charges.

City Expenditures and Fund Balances

In the face of declining revenues and a declining property tax base, cities have generally tried to
preserve the most essential public services, such as police and fire protection. Cuts have been
concentrated on public works and cultural and recreational programs. Overall, city government
spending increased $10 in real per capita terms, a 1.8 percent increase, from 2002 to 2005. Most
of this increase is attributable to the $14 increase in per capita spending for public safety, an area
that accounts for about a third of city operating budgets. Because of rising costs, particularly of
employee benefits, increased spending has often been accompanied by program cuts and elimina-
tion of positions, and many cities over this period reduced spending. Cedar Rapids cut over $3
million from its budget in the past two years, and eliminated 22.5 full-time-equivalent positions. Des
Moines has eliminated 140 positions since FY02.

One means of maintaining services as much as possible and minimizing layoffs is to draw down
fund balances. This is a one-time source of money and cannot be relied upon for more than two or
three years in succession. When and if revenues recover, some of the increased revenue may be
needed to restore fund balances as well as restore services. While cities are wary of digging too
large a hole for themselves, many in the past two years have decided to deplete fund balances
rather than lay off more city employees and cut services further. Council Bluffs, however, had to
spend down its general fund balance from $6.8 million in FY01 to $4.6 million by the end of FY03,
leaving little flexibility to deal with revenue shortfalls in FY04. As a result, the city eliminated eight
positions that year in the fire and police departments, and cut one of the four ambulances, and
then was forced to lay off eight additional workers mid-year when it was hit with $754,000 in cuts in
state revenue. The city followed with further cuts in FY05: 12 more positions were eliminated,
including eight in public safety.

Of the 34 cities with populations over 10,000, increasing numbers have drawn down fund balances
to make up for revenue shortfalls. By FY04 and 05, about three-fourths of these cities had dipped
into their fund balances. Twenty-nine had declining general fund balances in FY04, and the median
change during that fiscal year among the 34 was -7.6 percent. Twenty-three of the cities project
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balances to decline again in FY05. During this period, the median city among the 34 largest saw its
general fund balance at the start of the fiscal year decline from 27.0 percent of fiscal year expendi-

tures in FY03 to 25.6 percent in FY04 and a projected 22.7 percent in FY05.
County Revenues

As is the case with cities, the recent economic recession has impacted the capacity of county
governments to meet the needs of their residents. During an economic contraction, there is a
continued demand on county services, but not a commensurate growth in property values, which is
the primary source of county revenue. As a result, counties have struggled with a mismatch be-
tween revenue and services demands over the last few years.

As with city governments, state actions have exacerbated county financial troubles. Cuts in state
tax replacements have put pressures on counties to draw upon their reserves or to increase prop-
erty taxes. From FY01 to FY05, state tax replacement payments to counties declined by $38.6
million, or 25.4 percent. With this decline in county revenue, counties were forced to look at their
major revenue source, the property tax, in order to meet continued need for county services includ-
ing public safety, human services, elections and recording mortgage transactions. County property
taxes increased by 19.4 percent from FY01 to FY05. In FY01, 29 counties were below their general
fund levy limit of $3.50 per $1,000 valuation. Currently only two counties are below that limit. In
FYO01, 72 counties used their general supplemental levy. Currently, 92 of lowa’s 99 counties are
using that levy. Currently 17 counties are exercising their authority to exceed levy limits due to
unusual circumstances, while only one county did so in FYO1.

County Expenditures and Fund Balances

Counties have worked to hold the line on county expenditures as they have dealt with declining
state tax replacements and an increasing demand and cost for services. County total expenditures
increased by a modest 8.8 percent between FY01 and FY05, below the 9.4 percent inflation rate
as measured by the index for the costs of state and local government services. Even while trying to
hold the line on expenditures, counties still saw an increase in the cost of public safety services,
including law enforcement, jails, and criminal prosecution from FY01 to FY05. Over this period,
county public safety costs increased by 22.9 percent, or $7.6 million. A significant portion of the
increase in county cost is the increase in health insurance. From FY01 to FYO04, the cost for county
health insurance premiums increased on average by 78.4 percent. Winneshiek County saw its
health insurance premiums for single coverage rise 240 percent between FY01 and FY04.

In an attempt to limit the need for property tax revenue, counties have spent down their balances
by $31.7 million, so that in FY05 those balances are expected to be below 25 percent of county
expenditures. Maintaining at least a 25 percent balance to avoid cash flow problems is considered
important for good fiscal management, since county expenses occur throughout the year, while
property tax revenues come in during the spring and fall.
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Conclusion

Both city and county governments faced budget challenges from FY01 to FY05 that stemmed from
common sources:

m  An overall tax base (primarily property taxes) in which growth has not kept pace with the
economy or demands upon local governments;

m Rapidly expanding health care costs for employees that represent an increasingly large part of
local expenditures; and

m Declines in state property tax replacement funding, as a result of state efforts to deal with the
state fiscal crisis.

While different city and county governments acted differently, in general city and county govern-
ments acted to maintain essential services, particularly police and fire protection, through:

m Raising property tax levies to the maximum rate allowed and, when necessary, adopting emer-
gency levies;

m  Spending down their budget reserves; and

m Raising fines, permit fees and charges for services.

Even with these actions, city and county budgets grew more slowly than the inflation rate, and the
result has been some elimination of services and laying off of local government employees. The
loss of state property tax replacement funds, totaling over $110 million, produced particular chal-
lenges. In many instances, these state actions had the effect of raising local property tax levies.

As cities and counties look into the future, many must replenish their budget reserves and seek
sustainable funding bases for local services, with the current property tax base unlikely to be able
to fully play that role.

Iowa Fiscal Partnership

The lowa Fiscal Partnership is a joint initiative of the lowa Policy Project and the Child & Family Policy
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